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I IN THE

UNITED STATES
CIRCUIT COURT OF APPEALS

FOR THE NINTH CIRCUIT

I

National Grocery Company, a corpo-

ration, Petitioner,

vs. \ No. 9276

Commissioner of Internal Revenue,

Respondent.

On Petition for Review of Decision of the United
States Board of Tax Appeals

Honorable John W. Kern, Member

PETITIONER'S BRIEF

JURISDICTION

This is a petition to review a decision of the United

States Board of Tax Appeals entered March 30, 1939,

determining a deficiency in income taxes for the

year 1934 in the sum of $5,561.89 (Tr. 28). Peti-

tioner is a corporation having its principal place of

business at Seattle, Washington, which filed its 1934

tax return with the Collector of Internal Revenue for

the District of Washington at the City of Tacoma

therein (Tr. 29. Petition was filed with the Board of

Tax Appeals June 5, 1939 (Tr. 34). This court has

jurisdiction under Sections 1141 and 1142, I.R.C.



STATEMENT OF THE CASE

Petitioner corporation, organized in 1902, has car-

ried on a wholesale grocery business and has had its

principal place of business at Seattle and operated

in other parts of the State of Washington, as well as

in Idaho and Oregon, through branches or affiliated

companies. From 1902 to 1909 its business at Bel-

lingham was operated as a branch house. In the

latter year the Bellingham business was incorporated

as Northern Grocery Company, a Washington cor-

poration, with 500 shares of stock, of which 315

shares were at all times owned by petitioner. The

remaining 185 shares were held by various employees

of Northern Grocery Company up until about the

middle of 1933, when they were acquired by the

petitioner, and from and after July 1, 1933, it was

the owner of all of the stock of Northern Grocery

Company (Tr. 15-17).

During 1933 a program of liquidation of all of

petitioner's subsidiary corporations was undertaken

and carried out. Some of them were liquidated at

June 30, 1933, but Northern Grocery Company was

to be operated until and liquidated at the end of the

last business day of that year, which was Saturday,

December 30 (Tr. 35, 36).

Under the Revenue Act of 1932, applicable to the

year 1933, affiliated companies were entitled to make

consolidated returns, and under regulations author-

ized by that section, the Commissioner ruled that no

gain or loss would be recognized upon a distribution
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in liquidation from one member of an affiliated group

to another/

' Revenue Act of 1932.

Sec. 141. Consolidated Returns of Corporations.

(a) Privilege to File Consolidated Returns.—An
affiliated group of corporations shall, subject to the

provisions of this section, have the privilege of mak-

ing a consolidated return for the taxable year in lieu

of separate returns. The making of a consolidated

return shall be upon the condition that all the corpora-

tions which have been members of the affiliated group

at any time during the taxable year for which the

return is made consent to all the regulations under

subsection (b) (or, in case such regulations are not

prescribed prior to the making of the return, then

the regulations prescribed under section 141 (b) of

the Revenue Act of 1928 in so far as not inconsistent

with this Act) prescribed prior to the making of such

return ; and the making of a consolidated return shall

be considered as such consent. In the case of a cor-

poration which is a member of the affiliated group

for a fractional part of the year the consolidated

return shall include the income of such corporation

for such part of the year as it is a member of the

affiliated group.

(b) Regulations.—The Commissioner, with the ap-

proval of the Secretary, shall prescribe such regula-

tions as he may deem necessary in order that the tax

liability of an affiliated group of corporations making
a consolidated return and of each corporation in the

group, both during and after the period of affiliation,

may be determined, computed, assessed, collected, and
adjusted in such manner as clearly to reflect the in-

come and to prevent avoidance of tax liability.

Regulations 76, Article 37.—Dissolutions—Recog-



Such privilege was withheld, however, by the Reve-

nue Act approved May 10, 1934 (except as to railroad

corporations, Tr. 23) so that the question of whether

or not liquidation of the Northern Grocery Company

was a taxable transaction depended upon whether it

occurred in 1933 or 1934. The respondent ruled that

it took place January 2, 1934, and that it resulted in

a gain of $92,036.32 to petitioner (Tr. 11). The

appeal to the Board presented both the question of

amount of gain realized and whether liquidation

occurred in 1933 or 1934 (Tr. 5). The amount of

gain was determined by the Board, pursuant to cer-

tain findings and directions contained in its opinion,

and is not now in dispute. The taxability of such

gain, depending upon whether the Board was right

in determining that liquidation occurred on January

2, 1934, is the sole question presented in this appeal.

nition of Gain or Loss.

(a) During Consolidated Return Period.—Gain or

loss shall not be recognized upon a distribution during

a consolidated return period, by a member of an

affiliated group to another member of such group, in

cancellation or redemption of all or any portion of

its stock; and any such distribution shall be consid-

ered as intercompany transaction.

Revenue Act of 1934.



OUTLINE OF ARGUMENT

(a) There being no change of physical possession,

the matter of liquidation in this case must be gov-

erned largely by intent. The record affirmatively

shows, without contradiction, a definite intent to

liquidate the Northern Grocery Company prior to

the close of 1933, consummated by appropriate book-

keeping entries, and from that time on the business

was absorbed and carried on by the National Grocery

Company.

(b) This result was not only a matter of intent but

of agreement constituting a contractual obligation

between petitioner and the former individual stock-

holders of Northern Grocery Company whose con-

tractual rights would be unjustly prejudiced by de-

ferring liquidation until 1934.

(c) If liquidation did not occur in 1933, then far

less did it take place in 1934 under the statutes and

decisions of the State of Washington, which forbid

distribution to stockholders, except when carried out

strictly in conformity with law.

ARGUMENT
(a) The intent was to liquidate in 1933, and the officers

and stockholders acted to consummate that objective.

Respondent offered no evidence upon the hear-

ing before the Board, and the matter now for de-

termination is, therefore, one of conclusion to be

drawn from undisputed testimony and records, pre-

senting a mixed question of law and fact, which is

open to review by this court.



It was said in Kauffman v. Commissioner^ et al.y

44 F. (2d) 144:

"The determination of the Commissioner is

presumptively correct and must be approved if

supported by evidence. Ordinarily an appellate

court will not reverse a judgment dependent

upon the credibility of witnesses, but when there

is no dispute as to the facts, and the conclu-

sion depends upon the legal effect of undisputed

facts, an appellate court will examine the facts

and determine the legal effect for itself^ (Em-
phasis ours)

Sanitary Company of America v. Commis-
sioner, 34 F. (2d) 439;

Brown Lumber Company, Inc., v. Commis-
sioner, 35 F. (2d) 880; and

George Feick & Sons Co. v. Blair, 58 App.

D. C. 168, 26 F. (2d) 540.

A case of this kind involving the liquidation of a

wholly owned subsidiary and entailing merely a

change in the corporate form, without any physical

distribution or disposition of the property, depends,

primarily, on intent.

As the Board said in its opinion (Tr. 24)

:

"If petitioner had proved, by convincing testi-

mony, that it had actually taken over the assets

of the subsidiary on December 30, 1933, pursuant

to the intention of both corporations to thereby

effect a liquidation on that date, the liquidation

might be considered as occurring on December
30, 1933, even though certain formalities were
not completed until 1934, since both petitioner

and its subsidiary were closely held corpora-

tions."



The Board found, however, that "it was the intention

of the stockholders and officers of petitioner and the

Northern Grocery Co. to effect this liquidation after

the expiration of the year 1933" (Tr. 17) ; that "we

can find no intent to liquidate the Northern Grocery

Co. on December 30, 1933, since there is no evidence

of an actual taking over of the assets of that company

by petitioner in 1933" (Tr. 25-26), and that "the

intention to liquidate at some date immediately after

the end of the year as of December 31, 1933, is not

equivalent to an intent to liquidate on December 30,

1933" (Tr. 25). We shall expect to show, however,

that these conclusions are not only unsupported by,

but are contrary to the undisputed evidence in the

case.

The evidentiary facts are shown by the record as

follows : During the early part of 1933 the petitioner

had several affiliated or subsidiary companies operat-

ing in Washington, Idaho and Oregon, including the

Northern Grocery Company, which carried on its

business in northwestern Washington, having its loca-

tion at Bellingham. During 1933 the stockholders of

these various subsidiary companies decided that they

wanted the petitioner. National Grocery Company,

to be the sole corporation, and pursuant to such plan

petitioner, during 1933, acquired the stock of each of

these subsidiary companies and proposed to discon-

tinue the subsidiaries as separate corporations and

operate the various businesses as branches under the

same trade name that had previously been used (Tr.

35-37,51,63,65,66).

The petitioner was a closely held corporation con-
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trolled by the Lang Securities Company under the

management of Richard E. Lang, who was also the

president of petitioner. It was a family controlled

corporation which was not in the habit of holding

formal meetings or adopting formal minutes, except

where necessary (Tr. 38, 47). The Northern Grocery

Company was likewise closely held, principally by

the petitioner, with the remainder of its stock owned

by a few of its employees. Meetings of both com-

panies were held and conducted informally at various

times and places. There were probably twenty-five

or thirty discussions relating to the closing out of

the Northern Grocery Company (Tr. 38, 51, 63, 64,

65). These meetings began in the early part of 1933

and it was the arrangement between the petitioner

and the other stockholders of Northern Grocery Com-

pany that petitioner would acquire all of the stock

of Northern Grocery Company and would take over

the business of the Northern Grocery Company at the

close of the last business day of 1933. In view of

the Board member's statement in this regard that

the intention was to effect the liquidation after the

expiration of the year 1933 (Tr. 17) and that there

was no intent to liquidate on December 30, 1933 (Tr.

25) or no evidence of an actual taking over of the

assets of Northern Grocery Company by petitioner

in 1933 (Tr. 25-26), it becomes necessary to ex-

amine in detail the evidence on those points.

Mr. Lang, president of both petitioner and North-

ern Grocery Company, stated that at these various

meetings, after discussion of the question of consoli-

dating the various corporations with the petitioner
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*The stockholders of both corporations agreed, unani-

mously, that all stock was to be turned over to the

National Grocery Company. During some time in

the spring of the year or summer, I am not positive,

a letter was written by myself to Mr. Homer Frye,

of the Northern Grocery Company, and Mr. Drake

and Mr. Slusher, telling them that after discussing

the entire program, I had decided that the logical

time to liquidate the Northern Grocery Company

would be as of the end of the year 1933" (Tr. 37-38).

The letter referred to. Petitioner's Exhibit 1 (Tr.

71) was dated August 22, 1933, and amongst other

things, says:

"We will not discontinue the Northern Grocery

Co. as a corporation until the end of the year.

However, 100% of the stock being owned by the

National Grocery Co. as of July 1, 1933, we will

be able to save a good many hundreds of dollars

in taxes the balance of this year, and at the

close of this year the Northern Grocery Co. will

cease to do business as a corporation as far as

the Federal and State governments are con-

cerned."

Other testimony of Mr. Lang, which will be dis-

cussed later, corroborates this intent.

Mr. DeLong, credit man for the petitioner and a

stockholder of Northern Grocery Company, testified

to the meetings and said

:

"Among other matters, the time of liquidation

was discussed and December 30, 1933, fixed for

that purpose.
"* * * I know that it was ordered and expected

that the National Grocery Company would take

over the physical operation of the Northern Gro-
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eery Company as of December 30, or the end

of the year, that date being the last business

day beyond which no business could be trans-

acted." (Tr. 63)

Mr. Frye, the manager, and a stockholder of the

Northern Grocery Company, said:

'The matter of the time of liquidation of the

Northern was discussed a good many times and

we definitely stated that we wanted it cleaned

up during 1933 so it would be effective at the

end of that year.

'1 transferred my stock in the Northern Gro-

cery Company over into stock of the National Gro-

cery Company as a part of that general program.

"It is my understanding that the Northern

Grocery Company was to cease to exist at the

end of business in 1933. Subsequently from that

time we carried on business under the same
name of Northern Grocery Company, under a

certificate of trade name." (Tr. 65)

Mr. Drake, an executive and stockholder of North-

ern Grocery Company, said:

''The program included the taking over of the

physical assets of the Northern by the National.

This was to be done as of the last inventory in

the year 1933.
«* * * jy|-y understanding was that the old

Northern went out of existence and the National

took it over before the end of the year." (Tr.

66-67)

In December of 1933 certificates covering all of

the stock of Northern Grocery Company were en-

dorsed as follows: "December 28, 1933, this stock

is hereby surrendered for cancellation in liquidation.

National Grocery Co.", signed by the president and
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secretary of the National Grocery Company. These

certificates were surrendered to the Northern Gro-

cery Company and returned to the stock book, and

across the face of each stock certificate was written:

^'cancelled December 29, 1933" (Tr. 17).

While some of the certificates may have been sur-

rendered and cancelled at an earlier date, they were

all turned in and cancelled by December 28 or 29

(Tr. 41, 48).

In expectation of closing the transaction, Mr. Carl-

son, the auditor and accountant of petitioner, was

instructed to prepare in advance the proper entries

to reflect a transfer of the assets in liquidation as

of December 30, 1933 (Tr. 51). These instructions

were given long prior to that date and in October

or November of 1933 he prepared a rough draft in

advance of a journal entry reflecting the taking over

of such assets, which was transferred into the book

of original entry as soon as the figures were available

after the close of the year. This entry, made as of

December 30, 1933, reads as follows:

'Investment'Northern Grocery Company branch
house is debited with $178,933.28. Northern Gro-

cery Company stock account is credit with $94,-

455.80, and the surplus account with $34,537.48.

To record the liquidation of Northern Grocery

Company of the corporation as of December 30,

1933, and thereafter to be conducted as the

branch house, profit on liquidation not taxable

on account of consolidated tax return filed during
the year 1933, which included them." (Tr. 52)

Mr. Carlson said:

"This is the only entry in the books and is
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the primary and controlling entry of the trans-

action, as a matter of accounting." (Tr. 52)

Mr. Lang stated:

"With regard to the physical assets of the

Northern, private ledger entries were made turn-

ing over these assets, as actual tangible assets

of the National. This was done before the in-

ventory of 1933." (Tr. 47)

The closing inventory for 1933 was taken on De-

cember 30, which was on a Saturday (Tr. 40). The

entry could not be completed as to actual amount of

assets received until the inventory was taken on that

date and corresponding entries were made from the

journal to the ledger as of the same day (Tr. 57).

It would have been physically impossible to actually

make the closing entry on December 30, which the

Board recognized (Tr. 20), as the exact figures to be

entered were not available until after certain adjust-

ments were made, but they became available right

after the first of the year, and the entry that was

made used those figures as applied to the preliminary

draft which had been prepared before the end of

the year in anticipation of closing (Tr. 61-62). This

formal problem of bookkeeping certainly would not

alter the legal effect of the basic transaction.

Criticism may be urged of corrections admitted

by Mr. Carlson to have been made in the postings

from the journal to the ledger regarding this trans-

action (Tr. 57, 58). These, however, were not with

relation to the primary entry but concerned the

transfer from that record to a secondary one. And,

furthermore,

"Inasmuch, however, as the evidence shows
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that the reversal of entries on petitioner's books

was in accordance with the facts as they existed,

we do not think that the fact that these revers-

ing entries were made after the revenue agent's

audit is of any controlling significance. Book

entries are evidential but not conclusive." Ameri-

can Utilization Company, 38 B.T.A. No. 47, p. 6.

Sitterding v. Commissioner, 80 F. (2d) 939;

Doyle V. Mitchell Bros. Co., 247 U. S. 179, 62

L. ed. 1054.

There was obviously no effort made to disguise or

in any way to cover up the fact that changes in the

ledger had to be made to make it conform with the

journal. The bookkeeper's testimony was that the

change was made "at the time the Revenue Agent

made his audit" (Tr. 62). Where the purpose and

intent are clearly established, a failure through mere

inadvertence to give them full effect (and there is

no reason why a ledger entry would be necessary to

give full effect) is not controlling and should not be

allowed to prevent recognition of the true trans-

action.

Joseph B. Wilson, 38 B.T.A. No. 62 (p. 5)

;

Dee Furey Mott, 35 B.T.A. 195;

C. B. Ferree, 32 B.T.A. 725, affirmed 84

F. (2d) 124;

Ruml V. Commissioner, 83 F. (2d) 257.

No minutes or formal corporate records, other than

the accounting entries, were made by the petitioner

covering this transaction (Tr. 41). As far as the

Northern Grocery Company was concerned, however,

there was a minute record made and it is upon this
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that the respondent and the Board principally rely

in holding that the liquidation occurred in 1934. This

minute, which is set out at length in the Board's

opinion (Tr. 17) and also in the course of the testi-

mony (Tr. 42) purports to embody the action of a

special meeting of stockholders of Northern Grocery

Company held on January 2, 1934 (It should be re-

membered that the petitioner was then the sole stock-

holder). The minute recites the purpose of the meet-

ing to act upon a proposal from the petitioner to

liquidate Northern Grocery Company as a corpora-

tion "as of December 30, 1933," and that petitioner

has tendered all of its stock in exchange for the

assets of Northern Grocery Company, followed by

a resolution that this proposal be accepted ''as of

this date" and authorizing formal conveyances and

transfers of the property.

There was also put in evidence, and relied upon

by the Board for support in holding for liquida-

tion in 1934, a bill of sale dated January 2, 1934,

conveying to the petitioner the properties and assets

of the Northern Grocery Company (Tr. 59).

The Board found that there was no formal meeting

held on January 2, 1934, "but these minutes were

prepared and signed on or subsequent to January 3,

1934," in order to record the previous decision of

liquidation (Tr. 19). While it is true that these

minutes were signed on or after January 2, 1934,

the Board is incorrect in saying that they were not

prepared until that time, for the testimony very

definitely shows that they had been dictated prior

to the end of 1933. An obvious inaccuracy appears
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between this statement of the Board and its state-

ment that the bill of sale executed January 2, 1934,

was prepared at the same time as the minutes (Tr.

20) for if the bill of sale was prepared on the 2nd

of January and the minutes were prepared on or

subsequent to the 3rd of January, as the Board finds

(Tr. 19) then of course they were not prepared at the

same time ; and just as obviously there is a lack of regu-

larity in their sequence, for these minutes authorized,

and therefore should precede, the bill of sale. The

actual fact was that they were both dictated prior

to the end of 1933.

Mr. Lang stated:

"No formal meeting was held as represented

by these minutes. I dictated them some time

during 1933 to my secretary, and these were

what she wrote." (Tr. 41)

And again (Tr. 44)

:

"1 dictated these minutes some time in 1933,

and we had also at that time instructed the bill

of sale to be drawn up, merely carrying out what
had already been decided, and it was done."

The fact that these minutes were drawn in the

form and under the date that was used, was the

result of following in their dictation the language

that had been used in other minutes covering the

liquidation of another subsidiary. Mr. Lang very

clearly explained that in preparing them he either

dictated or instructed his secretary to follow the

language used in another resolution with reference

to liquidation previously adopted by another subsid-



16

iary, the Washington Grocery Company (Tr. 41).

He said:

"The language 'Be It Resolved, that this pro-

posal be accepted as of this date' was copied from

minutes of a meeting of the board of trustees

of the Washington Grocery Company, which was
used as a model in drawing the minutes of the

Northern Grocery Company just read." (Tr. 44)

He stated further that there was no meeting of

the Northern Grocery Company on January 2, 1934,

but that the minutes written up were simply what

he had dictated or instructed his secretary to write

up prior to that date.

That the resolutions were lifted bodily from the

similar provisions of the earlier minutes is confirmed

by the fact that the two paragraphs of the minutes

beginning ''Be It Resolved" and "Resolved Further"

appear within quotation marks in the original minutes

and are so shown in the record (Tr. 18-19, 42-43).

They adopted, verbatim, the language of the minutes

of the Washington Grocery Company's meeting of

June 30, 1933. But in that instance the date of the

meeting coincided with the date of liquidation so that

the reference in the resolution to the acceptance of

the proposal "as of this date" was a natural expres-

sion which would have been entirely appropriate had

the minute been dated December 30, 1933. It obvious-

ly becomes inapplicable, however, where the minute

is dated upon a date different from that adopted for

the liquidation.

As further evidence of the fact that the minutes

in the present case inappropriately followed the min-
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utes of the Washington Grocery Company meeting

is the provision for the execution of a deed conveying

to the petitioner *'all of the real property of the North-

ern Grocery Company" (Tr. 18), which followed

exactly the language of the resolution relating to the

Washington Grocery Company (Tr. 45), although

the Northern Grocery Company had no real estate

and only a bill of sale of personal property was actu-

ally executed (Tr. 59, 61).

While these circumstances reasonably account for

the use of the language in the present case, the refer-

ence here to accepting the proposal ^'as of this date"

is, as a matter of strict construction, more applicable

to December 30, 1933, the last preceding date men-

tioned in the next previous paragraph, than to the

date of the meeting mentioned at the beginning of

the minutes. In any event, the meaning is ambiguous

and should be controlled by the testimony. The inten-

tion to refer to December 30, 1933, rather than to

January 2, 1934, is absolutely established by the

uncontradicted evidence that has been pointed out

above, in addition to which Mr. Lang further testified

as follows:

a* * * j^ ^^g j^y distinct intention in drawing
all these resolutions, that the effective date of

the liquidation was to be stated in all of the

meetings, June 30th on some, and December 30th

on others * * *." (Tr. 46)
«* * * rpj^g Northern Grocery Company reso-

lution distinctly, my intention was that it refer

to December 30th, and we had every intention

and belief until many months that the corpora-
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tion had been dissolved as of December 30th."

(Tr. 46-47)

''It purports to be December 30, 1933, and

that was the specific intention of myself in sign-

ing it, and Mr. Carlson's intention." (Tr. 49)
u* * * That is the date we wanted the program

to be effective, and we so stated in the minutes."

(Tr. 49)

The minutes themselves clearly indicate the intent

in stating:

"It is the desire of the National Grocery Com-
pany to liquidate the Northern Grocery Company
as a corporation as of December 30, 1933."

(Tr. 42)

It was stipulated at the hearing that the Northern

Grocery Company filed no tax return whatsoever for

any part of the year 1934 (Tr. 68) although the

Board found that it continued in existence through-

out that year (Tr. 24). Had it been actively in busi-

ness even for a day, or part of a day, it would have

been obligated to file a return and presumably would

have complied with such obligation, and the fact

that it did not do so is indicative of its intent and

understanding that it transacted no business in 1934.

The revenue agent who audited the Northern Gro-

cery Company return for 1933 was called by the

petitioner as a witness, but he refused to testify with

respect to any matters involved in this proceeding.

The petitioner offered to prove by such agent that

he made an investigation of the Northern Grocery

Company for the year 1933 which was treated as a

final closing audit for that company (Tr. 70-71).

The Bellingham business, which had been carried
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on by the Northern Grocery Company, a corporation,

up to December 30, 1933, was operated from and

after that date under a certificate of trade name

and not as a corporation (Tr. 65).

Petitioner offered to prove that in the regular

course of filing tax returns, it filed a liquidating state-

ment showing liquidation of its assets as of Decem-

ber 31, 1933, which was accepted by the Collector of

Internal Revenue (Tr. 54-55), this being before any

dispute arose as to its taxability on this transaction.

Rejection of this evidence is relied upon by the peti-

tioner as an error on the part of the Board. Inas-

much as it is documentary evidence and is before the

court as an exhibit for identification (Tr. 55-56) it

should, if deemed admissible, be considered by this

court in arriving at its conclusion upon this petition,

and if the case should be remanded for further de-

termination by the Board, appropriate instructions

should be given as to the recognition of this evidence.

We think that this statement is entitled to be con-

sidered as one of the facts and circumstances tending

to establish the intention of the taxpayer, it having

been prepared and filed in regular course pursuant

to law and regulations and prior to the inception of

the present controversy.

Edward S. Harkness, 31 B.T.A. 1100, at

1106.

Determination of tax liability is basically a prac-

tical matter in which substance, rather than form,

should control and the transaction should be consid-

ered as a whole.

"In Helvering v. General Utilities <& Operating



20

Co. (C.C.A., 4th Cir. 74 F. (2d) 972, the court

said: 'Where a plan of action is proven the

courts will consider it as a whole rather than

divide it into independent steps.' A rule which

is equally well established and is applicable to

the facts in this case is that in matters of taxa-

tion the substance, rather than the form, will be

regarded. See United States v. Phellis, 257 U. S.

156; Phelps v. Commissioner (C.C.A., 7th Cir.)

54 F. (2d) 289; certiorari denied, 285 U. S. 558;

Labrot v. Burnet, 57 F. (2d) 413; Reed v. Unit-

ed States (C.C.A., 8th Cir.) 51 F. (2d) 941."

Appeal of Kent Oil Company, 38 B.T.A. No. 69,

p. 5.

Prairie Oil and Gas Co. v. Hotter, 66 F.

(2d) 309;

Tulsa Tribune Co. v. Commissioner, 58 F.

(2d) 937, 940;

Ahles Realty Corporation v. Commissioner,

71 F. (2d) 150;

Helvering v. Security Savings & Commercial

Bank, 72 F. (2d) 874;

Commissioner v. Ashland Oil & Refining

Co., 99 F. (2d) 588.

Liquidation is particularly a matter of substance

and fact rather than form to be determined according

to whether there was, from a practical standpoint, a

cessation of the business of the liquidated corporation

and a transfer of its assets to its stockholders.

"Liquidation is a question of fact, ,W. E. Guild,

19 B.T.A. 1186. It has been repeatedly held

that the nature of a distribution will not be

determined by what it was called when made,

but by the facts and circumstances in the case.
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In the Guild case, supra, we said

:

"Liquidation is not a technical status which

can be assumed or discarded at will by a cor-

poration by the adoption of a resolution by its

stockholders, but an existing condition brought

about by affirmative action, the normal and

necessary result of which is the winding up of

the corporate business." John Milton v. Com-

missioner, 33 B.T.A. 4, at 8.

W. E. Guild, 19 B.T.A. 1186;

James P. Gossett and Sallie Brown Gossett,

22 B.T.A. 1279; affirmed, 59 F. (2d)

865;

Fred T. Wood, 27 B.T.A. 162;

Holmby Corporation, 28 B.T.A. 1092;

Ward M. Canaday, Inc., 29 B.T.A. 355.

Closely held corporations, such as the petitioner

and the Northern Grocery Company, very often trans-

act business in a loose and informal way by conversa-

tion and unrecorded agreement, and such determina-

tions will be given effect when established by the

testimony.

"Closely held corporations, as is well known,

act very much like partnerships, their decisions

being made in conversations, and oftentimes

recorded not in the minutes, but by action. To
this condition the attention of the courts has

been called, and the position that a corporation

can act through its directors informally without

written minutes or formal resolutions, and the

acts of its directors effected pursuant to oral

understanding are as binding as though sancti-

fied by the most rigid adherence to legal formal-
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ity, has been sustained." Reub Isaacs & Co.,

1 B.T.A. 45, at 48.

Harry A. Dockum, 11 B.T.A. 39, 41;

Benz Brothers Co., 20 B.T.A. 1214.

Inasmuch as liquidation transactions are consid-

ered taxable as a transfer or exchange of the assets

of the liquidating corporation for the surrender of

the stock, there is applicable to such a case a long

line of tax decisions holding that the date of the

transaction depends upon the intent of the parties

and is not governed by the time of delivery of an

instrument of conveyance. The latest departmental

expression on the subject is G.C.M. 21503, 393 C.C.H.

Par. 6445, holding that where the contract for the

sale of stock was entered into on December 31, the

sale is considered to occur in that year, although

delivery of the stock was not made until January 2nd

the following year.

In A.R.M. No. 189, C.B. 1-2, p. 68, where it was

argued that the transaction could not be construed

as a sale because legal title to the property did not

pass, the Committee, quoting from the opinion of

the Solicitor, said:

^'However, in deciding whether the transaction

was a sale it is immaterial that legal title did not

presently pass."

Also in Law Opinion 988, quoted at length in the

above A.R.M. 189, it was said:

"* * * Nq gain or loss is realized by the ven-

dor until there has been in substance an ex-

change of assets by the parties to the sale. The
time at which such exchange takes place will be

determined from the facts in each case, consid-



23

ered from a practical business standpoint. The

postponement of transfer of a legal title is not

decisive. Usually when the vendee is put in

possession and clothed with all the benefits and

burdens of beneficial ownership, the sale will be

considered complete, even though the delivery

of the deed and the execution of a mortgage be

postponed beyond that time."

In Davidson & Case Lumber Co. v. Motter, 14 F.

(2d) 137, the District Court of Kansas held that

where an arrangement was made for sale of prop-

erty, a small down payment made and the possession

turned over to the purchaser, the sale was completed

at the time of the arrangement for the purposes of

taxation, although 90% of the purchase price was

not paid and the title did not pass until the following

year.

"The delivery of a deed (sale) may be postponed

and payment of part of the purchase price may be

deferred by installment payments; but for taxing

purposes * * *" the sale is completed when the vendor

gains an absolute right to the consideration. CommW.
V. Union Pacific Ry., 86 F. (2d) 637.

Walter Hort, 39 B.T.A. No. 134;

Dee Furey Mott, 35 B.T.A. 195;

Bernard Lang, 1 B.T.A. 792

;

Arthur Lang, 1 B.T.A. 796;

J. T. Pittard, 5 B.T.A. 929.

Numerous decisions have considered this issue in

determining the year in which a gain or loss could

be taken. A leading case on the subject states in

this regard: *'It is enough that the obligation to
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deliver is so fixed that the loss is reasonably certain

in fact and ascertainable in amount." The court

then proceeded to hold that when the evidence of

realization is a sale of personal property, it is not

always necessary to deliver the property before there

may be a deduction of a loss. Ruml v. Commissioner,

83 F. (2d) 257 (Intention of the parties was empha-

sized).

Lucas V. American Code Co., 280 U. S. 445,

75 L. ed. 538;

Hoffman v. Commissioner, 71 F. (2d) 929;

Commissioner v. Ferree, 84 F. (2d) 124;

Huntington Nat. Bank v. Commissioner, 90

F. (2d) 876;

Commissioner v. Robinson, 103 F. (2d)

1009;

Commissioner v. Mott, 103 F. (2d) 1009;

Commissioner v. Dashiell, 100 F. (2d) 625;

and

John Thomas Smith, 40 B.T.A. No. 67.

One earlier appeal presented by the Board of Tax

Appeals, that of Harry A. Dockum, 11 B.T.A. 39,

is similar to the present one. There, as here, peti-

tioner was being charged with taxes upon liquidation

claimed by the respondent to have been received in

the taxable year 1919, and which the petitioner claimed

accrued at the end of 1918. Petitioner was the prin-

cipal owner of a drug store, of which over 10% of

the stock was held by employees, and which he de-

cided, for reasons of taxation, to liquidate during

the year 1918. A stockholders' meeting was held on

December 28, 1918. At that time petitioner owned

95% of the stock and proposed to buy out the other

I
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5%, liquidate the business and conduct it as a per-

sonal venture. The stockholders agreed to this pro-

posal, the meeting was informally conducted and no

minutes were made. The transfers were recorded on

the books as of December 31, 1918.

Apparently the only formal record made was a

notice of resolution, which on January 2, 1919, was

sent to the Secretary of State. The Board, after

reciting the pertinent facts, pointed out that in the

case of a close corporation, formal action is often

dispensed with and is not necessary ; that the question

is not controlled merely by the date or form of the

resolution, and that a termination of the actual ex-

istence of the corporation need not be contemporan-

eous with the liquidation, and held that the assets

having been taken over by the petitioner at or before

the end of the year, this constituted, in fact, the

realization of his investment and fixed the time of

the receipt of the proceeds of liquidation as being in

the year 1918.

See also

Appeal of Edwards S. Harkness, 31 B.T.A.

1100, at 1106.

Another very similar case is Taber v. United States

(C.C.A., 8th Cir.) 59 F. (2d) 568; Cert. Den. 287

U. S. 636. There the taxpayer had determined upon

dissolution and taken all of the requisite preliminary

steps at or before the end of 1920 but had deliber-

ately undertaken to delay distribution until after

midnight of the last day of that year so as to throw

it into 1921. The Commissioner held, and the trial

and appellate court sustained him, that the trans-
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action was effective as of December 31, 1920, and

while there are some technical considerations that

may afford a basis for slight distinction, the follow-

ing language which sums up the opinion of the ap-

pellate court is very significant and applicable to

the present situation:

"The validity of the tax here involved depends

upon the facts disclosed by the record, and, in

deciding the question presented, the court should

look to the substance rather than to the form
of the transaction. The facts unquestionably

are that, while the corporation may not have

been legally dissolved until early in the year

1921, they in fact ceased to function as corpo-

rate entities on December 31, 1920, when the

distribution of the corporate assets was made
and the business and property was taken over

by the partnership. The appellants received the

property on December 31, 1920, and have re-

mained in undisputed possession and enjoyed the

benefits and privileges of absolute ownership

of it ever since said last-mentioned date. The
income thus derived is clearly taxable, and, as

it was actually received by the taxpayers in 1920,

the conclusion necessarily follows that the hold-

ings of the Commissioner and the Trial Court

were correct." 59 F. (2d) 568, at 571.

In a case such as this involving no physical change

of possession, the paramount factor must necessarily

be the intention of the parties. We submit that there

is nowhere anything in the record, and we challenge

the respondent to point to any such evidence, sup-

porting the finding of the Board that it was the in-

tention to effect this liquidation after the expiration
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of the year 1933 (Tr. 17). We further challenge the

Board's statement that it "can find no intent to

liquidate the Northern Grocery Company on Decem-

ber 30, 1933" (Tr. 25). Such intention is definitely

established by the testimony of the witnesses Lang,

Carlson, DeLong, Frye and Drake, by the letter of

August 22, 1933 (Tr. 72-73) and by the basic, pri-

mary and controlling entry covering the transaction

prepared for this specific purpose long prior to the

end of the year, except only for completion by the

necessary figures. The resolution upon which re-

spondent and the Board relied is not a correct repre-

sentation of the situation and in tax cases the facts,

and not the record, control.

Doyle V. Mitchell Bros., 247 U. S. 179, 62

L. ed. 1054, 1060;

Southern Pacific R. R. v. Muenter, 260 Fed.

837;

Baldwin Locomotive Works v. McCoach, 221

Fed. 59;

Mollohon Manufacturing Co., 13 B.T.A. 952,

955.

Neither is the matter determinable against the re-

spondent by reason of the bill of sale. Such a convey-

ance was not necessary to accomplish the transfer as

between the parties.

No formal bill of sale was necessary to pass the

title in personal property over to the petitioner under

the laws of the State of Washington.

Marston v. Rue, 92 Wash. 129, 159 Pac.

111.

The time when the transaction became effectively

considered as a sale, or exchange of property, de-
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pended upon the intent of the parties and the execu-

tion and delivery of a bill of sale at a later date is

immaterial. It could have been entirely omitted.

Rem. Rev. Stat., §5836-18, provides:

''Property in specific goods passes when par-

ties so intend. (1) Where there is a contract to

sell specific or ascertained goods, the property

in them is transferred to the buyer at such time

as the parties to the contract intend it to be

transferred.

"(2) For the purpose of ascertaining the in-

tention of the parties, regard shall be had to

the terms of the contract, the conduct of the par-

ties, usages of trade and the circumstances of the

case."

(b) The contract between stockholders required comple-

tion of liquidation in 1933.

There runs throughout the decision of the Board

a recognition of the basic principle that the case is

controlled by the intention of the parties and with

that principle we entirely agree. As bearing on it

and on its application, there is a further consideration

that involves not only the petitioner and its subsidiary

company, but likewise the individuals who had previ-

ously been the stockholders of the Northern Grocery

Company. The testimony shows that such individuals,

who in the early part of 1933 owned about 30% of

its stock, assented to a program which involved ex-

changing such stock for stock of the petitioner and

permitting the latter to absorb the Northern Grocery

Company upon the distinct understanding that this

would be accomplished at the end of the year 1933.

This was an integral part of their agreement. It was,
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in fact, a contract between them and the petitioner

upon which they were entitled to rely. They knew

that this could be done in that year without imposing

a tax liability upon the petitioner and without thereby

affecting the value of the stock they were to obtain.

While, of course, they did not know in 1933 or in

January of 1934 what the tax act of 1934 was going

to provide, it was, nevertheless, generally in contem-

plation that changes would be made in the law y^-

specting affiliated corporations and consolidated re-

turns, and it was but a natural protection of their

interests that prompted the requirement that this

liquidation should be carried out in 1933. They were

promised that in the letter of August 22, 1933, in

which the tax angle of the transaction was noticed

(Tr. 72-73). Mr. Frye, the manager and principal

individual stockholder of Northern Grocery Com-

pany said:

''The matter of the time of liquidation of the

Northern was discussed a good many times and
we definitely stated that we wanted it cleaned

up during 1933 so it would be effective at the

end of the year." (Tr. 65)

And Mr. DeLong (Tr. 63) and Mr. Drake (Tr. 67)

testified to the same effect. It was, therefore, a part

of the agreement with these stockholders that this

should be done, which not only confirms the intent

but constitutes a contractual relationship between

them which it would be presumed was carried out as

agreed. To sustain the respondent in his assessment

is to distort the agreement of the parties and in ef-

fect make a new contract for them contrary to their

expressed desires and intention.
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Consideration of this agreement between the

minority stockholders of Northern Grocery Com-

pany and the petitioner make particularly applicable

the authorities above noticed determining for tax

purposes the date of a transaction of sale according

to the intent of the parties as to when it shall be-

come effective and binding.

(c) If liquidation did not occur in 1933 neither did it

occur in 1934.

So far we have considered this matter upon the

same basis adopted by the respondent of recognizing

that a liquidation did take place. But the respond-

ent's position is purely a technical one and it may
be adequately met by another technicality. If liquida-

tion did not occur in 1933, then no more did it take

place in 1934. The Board has found that "Northern

Grocery Company remained in existence throughout

1934" (Tr. 24). This means, of course, that the

Northern Grocery Company was not dissolved in ac-

cordance with the statute or at all. The liquidation

of a corporation means the taking over by its stock-

holders of its assets in exchange for the surrender of

its stock. Regulations 101, Art. 115-5 (b). A wrong-

ful absorption of assets does not constitute a liquida-

tion but simply substitutes for the physical property

the personal obligation of the recipient. Under the

laws of the State of Washington the property of a

corporation cannot be distributed or returned to its

stockholders, except only in compliance with very

specific requirements of the law.

Rem. Rev. Stat, provides as follows:

"§3803-48. Dissolution—Methods.
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**1. A corporation may be wound up and dis-

solved either voluntarily or involuntarily.

**2. If the proceedings are voluntary, they may
be conducted either out of court or subject to the

supervision of the court.

"3. If the proceedings are involuntary, they

must be subject to the supervision of the court.

''§3803-49. Voluntary dissolution, how ef-

fected.

"I. Voluntary proceedings for dissolution may
be instituted whenever a resolution therefor is

adopted by the holders of at least two-thirds of

the voting power of all shareholders at a share-

holders' meeting duly called for the purpose.

"II. The resolution may provide that the af-

fairs of the corporation shall be wound up out

of court, in which case the resolution must
designate a trustee or trustees to conduct the

winding up, but such appointment shall not be

operative until

**a. duplicate copies of such resolution have

been signed and acknowledged by a majority of

the directors or by shareholders holding a ma-
jority of the voting power of all shareholders,

and

"b. one of such copies has been filed for record

in the office of the Secretary of State and the

other copy filed in the office of the Auditor of

the county in which the corporation has its

registered office."

In no other way can a Washington corporation be

dissolved other than in the manner prescribed by

statute.

0. C. Moore v. Los Lugos Gold Mines, 172
Wash. 570, 21 P. (2d) 253.
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This situation has been before this court directly in

the case of Am. Pac. Whaling Co. v. Commissioner

,

74 F. (2d) 613, 815-616, where it was said:

"Under the law of the State of Washington as

well as under that of Montana a corporation can

only be dissolved in accordance with the statutory

proceeding therefor requiring the action of the

superior court * * *."

Also note Rasmussen v. Eddy^s Steam Bakery^ Inc.^

57 F. (2d) 27.

Another section of the Washington statutes limiting

the right of a corporation to distribute its assets should

likewise be considered.

«* * * 4 ]sjo corporation shall pay dividends,

a. in cash or property, except from the surplus of

the aggregate of its assets over the aggregate of

its liabilities, including in the latter the amount
of its capital stock, after deducting from such

aggregate of its assets the amount by which such

aggregate was increased by unrealized apprecia-

tion in value or revaluation of fixed assets; * * *"

Rem. Rev. Stat., §3803-24.

The basis for deficiency here is a finding of profit

on the exchange of stock for assets. If there was no

exchange or surrender in accordance with the positive

requirements of statute law, there was likewise no

completed transaction of exchange giving rise to a

profit. There has only been a wrongful receipt of

assets creating a liability for their restoration or

value.

For this reason, which we admit is a wholly techni-

cal one but no more so than that governing the re-

spondent's action, we submit that the finding of the

liquidation in 1934 cannot be sustained.
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Respondent will undoubtedly urge in reply that in

considering whether there was a liquidation regard

should be had to the substance rather than to com-

pliance, or lack of compliance with formal require-

ments. But if such an argument is thought applicable

and controlling it should, by the same token, be like-

wise applied to a determination of what was in fact

and in substance the intention of the parties and the

consummation of the transaction by the petitioner.

CONCLUSION

The petitioner, and all those individuals who were

stockholders of the Northern Grocery Company prior

to July, 1933, clearly intended that corporation to

be liquidated before the close of 1933. Petitioner's

position that a liquidation did occur in accordance

with this intention is not based upon a legal theory,

but upon fact. The preparation of the journal entry,

the correspondence between the parties, the surrender

and cancellation of the stock of all the stockholders

during 1933, the operation of the subsidiary organiza-

tion under a certificate of trade name after Decem-

ber 30, 1933, and the subsequent course of conduct

of petitioner all combine to establish clearly that the

parties involved acted affirmatively to carry out their

previously determined intention, and that the prop-

erty of the Northern Grocery Company was trans-

ferred to petitioner in liquidation of the subsidiary

at the end of 1933. Furthermore, these acts were

legally sufficient to accomplish the result desired.
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Petitioner's position is based upon undisputed testi-

mony.

Wherefore, petitioner respectfully submits that the

Honorable Court should find the liquidation of the

subsidiary Northern Grocery Company to have oc-

curred in 1933, and that the United States Board of

Tax Appeals erred in finding to the contrary.

Respectfully submitted,

H. B. Jones,

Counsel for Petitioner.


